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(3) Capacity to account. The applicant
must demonstrate in detail its experi-
ence and competence with respect to
accounting for the interests of a large
number of individuals (including cal-
culating and allocating income earned
and paying out distributions to pay-
ees). Examples of accounting for the
interests of a large number of individ-
uals include accounting for the inter-
ests of a large number of shareholders
in a regulated investment company and
accounting for the interests of a large
number of variable annuity contract
holders.

(4) Fitness to handle funds—(i) In gen-
eral. The applicant must demonstrate
in detail its experience and competence
with respect to other activities nor-
mally associated with the handling of
retirement funds.

(ii) Examples. Examples of activities
normally associated with the handling
of retirement funds include:

(A) To Receive, issue receipts for, and
safely keep securities;

(B) To collect income;
(C) To execute such ownership cer-

tificates, to keep such records, make
such returns, and render such state-
ments as are required for Federal tax
purposes;

(D) To give proper notification re-
garding all collections;

(E) To collect matured or called prin-
cipal and properly report all such col-
lections;

(F) To exchange temporary for defin-
itive securities;

(G) To give proper notification of
calls, subscription rights, defaults in
principal or interest, and the formation
of protective committees;

(H) To buy, sell, receive, or deliver
securities on specific directions.

(5) Rules of fiduciary conduct. The ap-
plicant must demonstrate that under
applicable regulatory requirements,
corporate or other governing instru-
ments, or its established operating pro-
cedures:

(i) Administration of fiduciary powers.
(A)(1) The owners or directors of the
applicant will be responsible for the
proper exercise of fiduciary powers by
the applicant. Thus, all matters perti-
nent thereto, including the determina-
tion of policies, the investment and
disposition of property held in a fidu-

ciary capacity, and the direction and
review of the actions of all employees
utilized by the applicant in the exer-
cise of its fiduciary powers, will be the
responsibility of the owners or direc-
tors. In discharging this responsibility,
the owners or directors may assign to
designated employees, by action duly
recorded, the administration of such of
the applicant’s fiduciary powers as
may be proper to assign.

(2) A written record will be made of
the acceptance and of the relinquish-
ment or closing out of all fiduciary ac-
counts, and of the assets held for each
account.

(3) If the applicant has the authority
or the responsibility to render any in-
vestment advice with regard to the as-
sets held in or for each fiduciary ac-
count, the advisability of retaining or
disposing of the assets will be deter-
mined at least once during each period
of 12 months.

(B) All employees taking part in the
performance of the applicant’s fidu-
ciary duties will be adequately bonded.
Nothing in this subdivision (i)(B) shall
require any person to be bonded in con-
travention of section 412(d) of the Em-
ployee Retirement Income Security
Act of 1974 (29 U.S.C. 1112(d)).

(C) The applicant will employ or re-
tain legal counsel who will be readily
available to pass upon fiduciary mat-
ters and to advise the applicant.

(D) In order to segregate the perform-
ance of its fiduciary duties from other
business activities, the applicant will
maintain a separate trust division
under the immediate supervision of an
individual designated for that purpose.
The trust division may utilize the per-
sonnel and facilities of other divisions
of the applicant, and other divisions of
the applicant may utilize the personnel
and facilities of the trust division, as
long as the separate identity of the
trust division is preserved.

(ii) Adequacy of net worth—(A) Initial
net worth requirement. In the case of ap-
plications received after January 5,
1995, no initial application will be ac-
cepted by the Commissioner unless the
applicant has a net worth of not less
than $250,000 (determined as of the end
of the most recent taxable year).
Thereafter, the applicant must satisfy
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the adequacy of net worth require-
ments of paragraph (e)(5)(ii)(B) and (C)
of this section.

(B) No fiduciary account will be ac-
cepted by the applicant unless the ap-
plicant’s net worth (determined as of
the end of the most recent taxable
year) exceeds the greater of—

(1) $100,000, or
(2) Four percent (or, in the case of a

passive trustee described in paragraph
(e)(6)(i)(A) of this section, two percent)
of the value of all of the assets held by
the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date).

(C) The applicant will take whatever
lawful steps are necessary (including
the relinquishment of fiduciary ac-
counts) to ensure that its net worth
(determined as of the close of each tax-
able year) exceeds the greater of—

(1) $50,000, or
(2) Two percent (or, in the case of a

passive trustee described in paragraph
(e)(6)(i)(A) of this section, one percent)
of the value of all of the assets held by
the applicant in fiduciary accounts (de-
termined as of the most recent valu-
ation date).

(D) Assets held by members of SIPC—(1)
For purposes of satisfying the ade-
quacy-of-net-worth requirement of this
paragraph, a special rule is provided for
nonbank trustees that are members of
the Securities Investor Protection Cor-
poration (SIPC) created under the Se-
curities Investor Protection Act of 1970
(SIPA)(15 U.S.C. 78aaa et seq., as
amended). The amount that the net
worth of a nonbank trustee that is a
member of SIPC must exceed is re-
duced by two percent for purposes of
paragraph (e)(5)(ii)(B)(2), and one per-
cent for purposes of paragraph
(e)(5)(ii)(C)(2), of the value of assets
(determined on an account-by-account
basis) held for the benefit of customers
(as defined in 15 U.S.C. 78fff–2(e)(4)) in
fiduciary accounts by the nonbank
trustee to the extent of the portion of
each account that does not exceed the
dollar limit on advances described in 15
U.S.C. 78fff–3(a), as amended, that
would apply to the assets in that ac-
count in the event of a liquidation pro-
ceeding under the SIPA.

(2) The provisions of this special rule
for assets held in fiduciary accounts by

members of SIPC are illustrated in the
following example.

Example—(a) Trustee X is a broker-dealer
and is a member of the Securities Invest-
ment Protection Corporation. Trustee X also
has been approved as a nonbank trustee for
individual retirement accounts (IRAs) by the
Commissioner but not as a passive nonbank
trustee. Trustee X is the trustee for four
IRAs. The total assets of each IRA (for which
Trustee X is the trustee) as of the most re-
cent valuation date before the last day of
Trustee X’s taxable year ending in 1995 are
as follows: the total assets for IRA–1 is
$3,000,000 (all of which is invested in securi-
ties); the value of the total assets for IRA–2
is $500,000 ($200,000 of which is cash and
$300,000 of which is invested in securities),
the value of the total assets for IRA–3 is
$400,000 (all of which is invested in securi-
ties); and the value of the total assets of
IRA–4 is $200,000 (all of which is cash). The
value of all assets held in fiduciary accounts,
as defined in § 1.408–2(e)(6)(viii)(A), is
$4,100,000.

(b) The dollar limit on advances described
in 15 U.S.C. § 78fff–3(a) that would apply to
the assets in each account in the event of a
liquidation proceeding under the Securities
Investor Protection Act of 1970 in effect as of
the last day of Trustee X’s taxable year end-
ing in 1995 is $500,000 per account (no more
than $100,000 of which is permitted to be
cash). Thus, the dollar limit that would
apply to IRA–1 is $500,000; the dollar limit for
IRA–2 is $400,000 ($100,000 of the cash and the
$300,000 of the value of the securities); the
dollar limit for IRA–3 is $400,000 (the full
value of the account because the value of the
account is less than $500,000 and no portion
of the account is cash); and the dollar limit
for IRA–4 is $100,000 (the entire account is
cash and the dollar limit per account for
cash is $100,000). The aggregate dollar limits
of the four IRAs is $1,400,000.

(c) For 1996, the amount determined under
§ 1.408–2(e)(5)(ii)(B) is determined as follows
for Trustee X: (1) four percent of $4,100,000
equals $164,000; (2) two percent of $1,400,000
equals $28,000; and (3) $164,000 minus $28,000
equals $136,000. Thus, because $136,000 exceeds
$100,000, the minimum net worth necessary
for Trustee X to accept new accounts for 1996
is $136,000.

(d) For 1996, the amount determined under
§ 1.408–2(e)(5)(ii)(C) for Trustee X is deter-
mined as follows: (1) two percent of $4,100,000
equals $82,000; (2) one percent of $1,400,000
equals $14,000; and (3) $82,000 minus $14,000
equals $68,000. Thus, because $68,000 exceeds
$50,000, the minimum net worth necessary
for Trustee X to avoid a mandatory relin-
quishment of accounts for 1996 is $68,000.

(E) The applicant will determine the
value of the assets held by it in trust at

VerDate 13-JUN-97 13:16 Jun 16, 1997 Jkt 010199 PO 00000 Frm 00422 Fmt 8010 Sfmt 8010 E:\CFR\174081.013 174081



423

Internal Revenue Service, Treasury § 1.408–2

least once in each calendar year and no
more than 18 months after the preced-
ing valuation. The assets will be valued
at their fair market value, except that
the assets of an employee pension bene-
fit plan to which section 103(b)(3)(A) of
the Employee Retirement Income Se-
curity Act of 1974 (29 U.S.C.
1023(b)(3)(A)) applies will be considered
to have the value stated in the most re-
cent annual report of the plan.

(iii) Audits. (A) At least once during
each period of 12 months, the applicant
will cause detailed audits of the fidu-
ciary books and records to be made by
a qualified public accountant. At that
time, the applicant will ascertain
whether the fiduciary accounts have
been administered in accordance with
law, this paragraph, and sound fidu-
ciary principles. The audits shall be
conducted in accordance with gen-
erally accepted auditing standards, and
shall involve whatever tests of the fi-
duciary books and records of the appli-
cant are considered necessary by the
qualified public accountant.

(B) In the case of an applicant which
is regulated, supervised, and subject to
periodic examination by a State or
Federal agency, such applicant may
adopt an adequate continuous audit
system in lieu of the periodic audits re-
quired by paragraph (e)(5)(iii)(A) of this
section.

(C) A report of the audits and exami-
nations required under this subdivi-
sion, together with the action taken
thereon, will be noted in the fiduciary
records of the applicant.

(iv) Funds awaiting investment or dis-
tribution. Funds held in a fiduciary ca-
pacity by the applicant awaiting in-
vestment or distribution will not be
held uninvested or undistributed any
longer than is reasonable for the proper
management of the account.

(v) Custody of investments. (A) Except
for investments pooled in a common
investment fund in accordance with
the provisions of paragraph (e)(5)(vi) of
this section, the investments of each
account will not be commingled with
any other property.

(B) Assets of accounts requiring safe-
keeping will be deposited in an ade-
quate vault. A permanent record will
be kept of assets deposited in or with-
drawn from the vault.

(vi) Common investment funds. The as-
sets of an account may be pooled in a
common investment fund (as defined in
paragraph (e)(5)(viii)(C) of this section)
if the applicant is authorized under ap-
plicable law to administer a common
investment fund and if pooling the as-
sets in a common investment fund is
not in contravention of the plan docu-
ments or applicable law. The common
investment fund must be administered
as follows:

(A) Each common investment fund
must be established and maintained in
accordance with a written agreement,
containing appropriate provisions as to
the manner in which the fund is to be
operated, including provisions relating
to the investment powers and a general
statement of the investment policy of
the applicant with respect to the fund;
the allocation of income, profits and
losses; the terms and conditions gov-
erning the admission or withdrawal of
participations in the funds; the audit-
ing of accounts of the applicant with
respect to the fund; the basis and
method of valuing assets held by the
fund, setting forth specific criteria for
each type of asset; the minimum fre-
quency for valuation of assets of the
fund; the period following each such
valuation date during which the valu-
ation may be made (which period in
usual circumstances may not exceed 10
business days); the basis upon which
the fund may be terminated; and such
other matters as may be necessary to
define clearly the rights of participants
in the fund. A copy of the agreement
must be available at the principal of-
fice of the applicant for inspection dur-
ing all business hours, and upon re-
quest a copy of the agreement must be
furnished to the employer, the plan ad-
ministrator, any participant or bene-
ficiary of an account, or the individual
for whose benefit the account is estab-
lished or that individual’s beneficiary.

(B) All participations in the common
investment fund must be on the basis
of a proportionate interest in all of the
investments.

(C) Not less frequently than once dur-
ing each period of 3 months the appli-
cant must determine the value of the
assets in the fund as of the date set for
the valuation of assets. No participa-
tion may be admitted to or withdrawn

VerDate 13-JUN-97 13:16 Jun 16, 1997 Jkt 010199 PO 00000 Frm 00423 Fmt 8010 Sfmt 8010 E:\CFR\174081.013 174081



424

26 CFR Ch. I (4–1–97 Edition)§ 1.408–2

from the fund except (1) on the basis of
such valuation and (2) as of such valu-
ation date. No participation may be ad-
mitted to or withdrawn from the fund
unless a written request for or notice
of intention of taking such action has
been entered on or before the valuation
date in the fiduciary records of the ap-
plicant. No request or notice may be
canceled or countermanded after the
valuation date.

(D)(1) The applicant must at least
once during each period of 12 months
cause an adequate audit to be made of
the common investment fund by a
qualified public accountant.

(2) The applicant must at least once
during each period of 12 months pre-
pare a financial report of the fund
which, based upon the above audit,
must contain a list of investments in
the fund showing the cost and current
value of each investment; a statement
for the period since the previous report
showing purchases, with cost; sales,
with profit or loss; any other invest-
ment changes; income and disburse-
ments; and an appropriate notation as
to any investments in default.

(3) The applicant must transmit and
certify the accuracy of the financial re-
port to the administrator of each plan
participating in the common invest-
ment fund within 120 days after the end
of the plan year.

(E) When participations are with-
drawn from a common investment
fund, distributions may be made in
cash or ratably in kind, or partly in
cash and partly in kind: Provided, That
all distributions as of any one valu-
ation date must be made on the same
basis.

(F) If for any reason an investment is
withdrawn in kind from a common in-
vestment fund for the benefit of all
participants in the fund at the time of
such withdrawal and such investment
is not distributed ratably in kind, it
must be segregated and administered
or realized upon for the benefit ratably
of all participants in the common in-
vestment fund at the time of with-
drawal.

(vii) Books and records. (A) The appli-
cant must keep its fiduciary records
separate and distinct from other
records. All fiduciary records must be
so kept and retained for as long as the

contents thereof may become material
in the administration of any internal
revenue law. The fiduciary records
must contain full information relative
to each account.

(B) The applicant must keep an ade-
quate record of all pending litigation
to which it is a party in connection
with the exercise of fiduciary powers.

(viii) Definitions. For purposes of this
paragraph (e)(5), and paragraph
(e)(2)(v), and paragraph (e)(7) of this
section—

(A) The term ‘‘account’’ or ‘‘fiduciary
account’’ means a trust described in
section 401(a) (including a custodial ac-
count described in section 401(f)), a cus-
todial account described in section
403(b)(7), or an individual retirement
account described in section 408(a) (in-
cluding a custodial account described
in section 408(h)).

(B) The term ‘‘plan administrator’’
means an administrator as defined in
§ 1.414(g)–1.

(C) The term ‘‘common investment
fund’’ means a trust that satisfies the
following requirements:

(1) The trust consists of all or part of
the assets of several accounts that
have been established with the appli-
cant, and

(2) The trust is described in section
401(a) and is exempt from tax under
section 501(a), or is a trust that is cre-
ated for the purpose of providing a sat-
isfactory diversification of investments
or a reduction of administrative ex-
penses for the participating accounts
and that satisfies the requirements of
section 408(c).

(D) The term ‘‘fiduciary records’’
means all matters which are written,
transcribed, recorded, received or oth-
erwise come into the possession of the
applicant and are necessary to preserve
information concerning the acts and
events relevant to the fiduciary activi-
ties of the applicant.

(E) The term ‘‘qualified public ac-
countant’’ means a qualified public ac-
countant, as defined in section
103(a)(3)(D) of the Employee Retire-
ment Income Security Act of 1974, 29
U.S.C. 1023(a)(3)(D), who is independent
of the applicant.

(F) The term ‘‘net worth’’ means the
amount of the applicant’s assets less
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the amount of its liabilities, as deter-
mined in accordance with generally ac-
cepted accounting principles.

(6) Special rules—(i) Passive trustee. (A)
An applicant that undertakes to act
only as a passive trustee may be re-
lieved of one or more of the require-
ments of this paragraph upon clear and
convincing proof that such require-
ments are not germane, under all the
facts and circumstances, to the manner
in which the applicant will administer
any trust. A trustee is a passive trustee
only if under the written trust instru-
ment the trustee has no discretion to
direct the investment of the trust
funds or any other aspect of the busi-
ness administration of the trust, but is
merely authorized to acquire and hold
particular investments specified by the
trust instrument. Thus, for example, in
the case of an applicant that under-
takes merely to acquire and hold the
stock of regulated investment compa-
nies, the requirements of paragraph
(e)(5)(i)(A)(3) in its place, and (i)(D),
and (vi) of this section shall not apply
and no negative inference shall be
drawn from the applicant’s failure to
demonstrate its experience of com-
petence with respect to the activities
described in paragraph (e)(4)(ii)(E) to
(H) of this section.

(B) The notice of approval issued to
an applicant that is approved by reason
of this subdivision shall state that the
applicant is authorized to act only as a
passive trustee.

(ii) Federal or State regulation. Evi-
dence that an applicant is subject to
Federal or State regulation with re-
spect to one or more relevant factors
shall be given weight in proportion to
the extent that such regulatory stand-
ards are consonant with the require-
ments of section 401. Such evidence
may be submitted in addition to, or in
lieu of, the specific proofs required by
this paragraph.

(iii) Savings account. (A) An applicant
will be approved to act as trustee under
this subdivision if the following re-
quirements are satisfied:

(1) The applicant is a credit union,
industrial loan company, or other fi-
nancial institution designated by the
Commissioner;

(2) The investment of the trust assets
will be solely in deposits in the appli-
cant;

(3) Deposits in the applicant are in-
sured (up to the dollar limit prescribed
by applicable law) by an agency or in-
strumentality of the United States, or
by an organization established under a
special statute the business of which is
limited to insuring deposits in finan-
cial institutions and providing related
services.

(B) Any applicant that satisfies the
requirements of this subdivision is
hereby approved, and (notwithstanding
subparagraph (2) of this paragraph) is
not required to submit a written appli-
cation. This approval takes effect on
the first day after December 22, 1976, on
which the applicant satisfies the re-
quirements of this subdivision, and
continues in effect for so long as the
applicant continues to satisfy those re-
quirements.

(C) If deposits are insured, but not in
the manner provided in paragraph
(e)(6)(iii)(A)(3) of this section, the ap-
plicant must submit an application.
The application, notwithstanding sub-
paragraph (2) of this paragraph, will be
limited to a complete description of
the insurance of applicant’s deposits.
The applicant will be approved if the
Commissioner approves of the appli-
cant’s insurance.

(iv) Notification of Commissioner. The
applicant must notify the Commis-
sioner in writing of any change that af-
fects the continuing accuracy of any
representation made in the application
required by this paragraph, whether
the change occurs before or after the
applicant receives a notice of approval.
The notification must be addressed to
address prescribed by the Commis-
sioner in revenue rulings, notices, and
other guidance published in the Inter-
nal Revenue Bulletin (see
§ 601.601(d)(2)(ii)(b) of this chapter.

(v) Substitution of trustee. No appli-
cant will be approved unless the appli-
cant undertakes to act as trustee only
under trust instruments which contain
a provision to the effect that the grant-
or is to substitute another trustee upon
notification by the Commissioner that
such substitution is required because
the applicant has failed to comply with
the requirements of this paragraph or
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is not keeping such records, or making
such returns, or rendering such state-
ments as are required by forms or regu-
lations.

(7) Procedure and administration—(i)
Notice of approval. If the applicant is
approved, a written notice of approval
will be issued to the applicant. The no-
tice of approval will state the day on
which it becomes effective, and (except
as otherwise provided therein) will re-
main effective until revoked. This
paragraph does not authorize the appli-
cant to accept any fiduciary account
before such notice of approval becomes
effective.

(ii) Notice of disapproval. If the appli-
cant is not approved, a written notice
will be furnished to the applicant con-
taining a statement of the reasons why
the applicant has not been approved.

(iii) Copy to be furnished. The appli-
cant must not accept a fiduciary ac-
count until after the plan adminis-
trator or the person for whose benefit
the account is to be established is fur-
nished with a copy of the written no-
tice of approval issued to the applicant.
This provision is effective six months
after April 20, 1979 for new accounts ac-
cepted thereafter. For accounts accept-
ed before that date, the administrator
must be notified before the later of the
effective date of this provision or six
months after acceptance of the ac-
count.

(iv) Grounds for revocation. The notice
of approval issued to an applicant will
be revoked if the Commissioner deter-
mines that the applicant is unwilling
or unable to administer fiduciary ac-
counts in a manner consistent with the
requirements of this paragraph. Gen-
erally, the notice will not be revoked
unless the Commissioner determines
that the applicant has knowingly, will-
fully, or repeatedly failed to admin-
ister fiduciary accounts in a manner
consistent with the requirements of
this paragraph, or has administered a
fiduciary account in a grossly neg-
ligent manner.

(v) Procedures for revocation. The no-
tice of approval issued to an applicant
may be revoked in accordance with the
following procedures:

(A) If the Commissioner proposes to
revoke the notice of approval issued to
an applicant, the Commissioner will

advise the applicant in writing of the
proposed revocation and of the reasons
therefor.

(B) Within 60 days after the receipt of
such written advice, the applicant may
protest the proposed revocation by sub-
mitting a written statement of facts,
law, and arguments opposing such rev-
ocation to address prescribed by the
Commissioner in revenue rulings, no-
tices, and other guidance published in
the Internal Revenue Bulletin (see
§ 601.601(d)(2)(ii)(b) of this chapter. In
addition, the applicant may request a
conference in the National Office.

(C) If the applicant consents to the
proposed revocation, either before or
after a National Office conference, or if
the applicant fails to file a timely pro-
test, the Commissioner will revoke the
notice of approval that was issued to
the applicant.

(D) If, after considering the appli-
cant’s protest and any information de-
veloped in conference, the Commis-
sioner determines that the applicant is
unwilling or unable to administer fidu-
ciary accounts in a manner consistent
with the requirements of this para-
graph, the Commissioner will revoke
the notice of approval that was issued
to the applicant and will furnish the
applicant with a written statement of
findings on which the revocation is
based.

(E) If at any time the Commissioner
determines that immediate action is
necessary to protect the interest of the
Internal Revenue Service or of any fi-
duciary account, the notice of approval
issued to the applicant will be sus-
pended at once, pending a final deci-
sion to be based on the applicant’s pro-
test and any information developed in
conference.

[T.D. 7714, 45 FR 52791, Aug. 8, 1980, as amend-
ed by T.D. 8635, 60 FR 65549, Dec. 20, 1995; 61
FR 11307, Mar. 20, 1996]

§ 1.408–3 Individual retirement annu-
ities.

(a) In general. An individual retire-
ment annuity is an annuity contract or
endowment contract (described in
paragraph (e)(1) of this section) issued
by an insurance company which is
qualified to do business under the law
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of the jurisdiction in which the con-
tract is sold and which satisfies the re-
quirements of paragraph (b) of this sec-
tion. A participation certificate in a
group contract issued by an insurance
company described in this paragraph
will be treated as an individual retire-
ment annuity if the contract satisfies
the requirements of paragraph (b) of
this section; the certificate of partici-
pation sets forth the requirements of
paragraphs (1) through (5) of section 408
(b); the contract provides for a separate
accounting of the benefit allocable to
each participant-owner; and the group
contract is for the exclusive benefit of
the participant owners and their bene-
ficiaries. For purposes of this title, a
participant-owner of a group contract
described in this paragraph shall be
treated as the owner of an individual
retirement annuity. A contract will
not be treated as other than an individ-
ual retirement annuity merely because
it provides for waiver of premium on
disability. An individual retirement
annuity contract which satisfies the
requirements of section 408 (b) need not
be purchased under a trust if the re-
quirements of paragraph (b) of this sec-
tion are satisfied. An individual retire-
ment endowment contract may not be
held under a trust which satisfies the
requirements of section 408 (a). Dis-
tribution of the contract is not a tax-
able event. Distributions under the
contract are includible in gross income
in accordance with the provisions of
§ 1.408–4 (e).

(b) Requirements—(1) Transferability.
The annuity or the endowment con-
tract must not be transferable by the
owner. An annuity or endowment con-
tract is transferable if the owner can
transfer any portion of his interest in
the contract to any person other than
the issuer thereof. Accordingly, such a
contract is transferable if the owner
can sell, assign, discount, or pledge as
collateral for a loan or as security for
the performance of an obligation or for
any other purpose his interest in the
contract to any person other than the
issuer thereof. On the other hand, a
contract is not to be considered trans-
ferable merely because the contract
contains: a provision permitting the in-
dividual to designate a beneficiary to
receive the proceeds in the event of his

death, a provision permitting the indi-
vidual to elect a joint and survivor an-
nuity, or other similar provisions.

(2) Annual premium. Except in the
case of a contribution to a simplified
employee pension described in section
408 (k), the annual premium on behalf
of any individual for the annuity or the
endowment contract cannot exceed
$1,500. Any refund of premiums must be
applied before the close of the calendar
year following the year of the refund
toward the payment of future pre-
miums or the purchase of additional
benefits.

(3) Distribution. The entire interest of
the owner must be distributed to him
in the same manner and over the same
period as described in § 1.408–2 (b) (6).

(4) Distribution upon death. If the
owner dies before the entire interest
has been distributed to him, or if dis-
tribution has commenced to the surviv-
ing spouse, the remaining interest
must be distributed in the same man-
ner, over the same period, and to the
same beneficiaries as described in
§ 1.408–2 (b) (7).

(5) Nonforfeitability. The entire inter-
est of the owner in the annuity or en-
dowment contract must be nonforfeit-
able.

(6) Flexible premium. [Reserved]
(c) Disqualification. If during any tax-

able year the owner of an annuity bor-
rows any money under the annuity or
endowment contract or by use of such
contract (including, but not limited to,
pledging the contract as security for
any loan), such contract will cease to
be an individual retirement annuity as
of the first day of such taxable year,
and will not be an individual retire-
ment annuity at any time thereafter. If
an annuity or endowment contract
which constitutes an individual retire-
ment annuity is disqualified as a result
of the preceding sentence, an amount
equal to the fair market value of the
contract as of the first day of the tax-
able year of the owner in which such
contract is disqualified is deemed to be
distributed to the owner. Such owner
shall include in gross income for such
year an amount equal to the fair mar-
ket value of such contract as of such
first day. The preceding sentence ap-
plies even though part of the fair mar-
ket value of the individual retirement
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annuity as of the first day of the tax-
able year is attributable to excess con-
tributions which may be returned tax-
free under section 408(d)(4) or 408(d)(5).

(d) Premature distribution tax on
deemed distribution. If the individual
has not attained age 591⁄2 before the be-
ginning of the year in which the dis-
qualification described in paragraph (c)
of this section occurs, see section
408(f)(2) for additional tax on pre-
mature distributions.

(e) Endowment contracts—(1) Addi-
tional requirement for endowment con-
tracts. No contract providing life insur-
ance protection issued by a company
described in paragraph (a) of this sec-
tion shall be treated as an endowment
contract for purposes of this section
if—

(i) Such contract matures later than
the taxable year in which the individ-
ual in whose name the contract is pur-
chased attains the age of 701⁄2;

(ii) Such contract is not for the ex-
clusive benefit of such individual or his
beneficiaries;

(iii) Premiums under the contract
may increase over the term of the con-
tract;

(iv) When all premiums are paid when
due, the case value of such contract at
maturity is less than the death benefit
payable under the contract at any time
before maturity;

(v) The death benefit does not, at
some time before maturity, exceed the
greater of the cash value or the sum of
premiums paid under the contract;

(vi) Such contract does not provide
for a cash value;

(vii) Such contract provides that the
life insurance element of such contract
may increase over the term of such
contract, unless such increase is mere-
ly because such contract provides for
the purchase of additional benefits;

(viii) Such contract provides insur-
ance other than life insurance and
waiver of premiums upon disability; or

(ix) Such contract is issued after No-
vember 6, 1978.

(2) Treatment of proceeds under endow-
ment contract upon death of individual.
In the case of the payment of a death
benefit under an endowment contract
upon the death of the individual in
whose name the contract is purchased,
the portion of such payment which is

equal to the cash value immediately
before the death of such individual is
not excludable from gross income
under section 101(a) and is treated as a
distribution from an individual retire-
ment annuity. The remaining portion,
if any, of such payment constitutes
current life insurance protection and is
excludable under section 101(a). If a
death benefit is paid under an endow-
ment contract at a date or dates later
than the death of the individual, sec-
tion 101(d) is applicable only to the por-
tion of the benefit which is attrib-
utable to the amount excludable under
section 101(a).

[T.D. 7714, 45 FR 52792, Aug. 8, 1980]

§ 1.408–4 Treatment of distributions
from individual retirement arrange-
ments.

(a) General rule—(1) Inclusion in in-
come. Except as otherwise provided in
this section, any amount actually paid
or distributed or deemed paid or dis-
tributed from an individual retirement
account or individual retirement annu-
ity shall be included in the gross in-
come of the payee or distributee for the
taxable year in which the payment or
distribution is received.

(2) Zero basis. Notwithstanding sec-
tion 1015(d) or any other provision of
the Code, the basis (or investment in
the contract) of any person in such an
account or annuity is zero. For pur-
poses of this section, an assignment of
an individual’s rights under an individ-
ual retirement account or an individ-
ual retirement annuity shall, except as
provided in § 1.408–4(g) (relating to
transfer incident to divorce), be
deemed a distribution to such individ-
ual from such account or annuity of
the amount assigned.

(b) Rollover contribution—(1) To indi-
vidual retirement arrangement. Para-
graph (a)(1) of this section shall not
apply to any amount paid or distrib-
uted from an individual retirement ac-
count or individual retirement annuity
to the individual for whose benefit the
account was established or who is the
owner of the annuity if the entire
amount received (including the same
amount of money and any other prop-
erty) is paid into an individual retire-
ment account, annuity (other than an
endowment contract), or bond created
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